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Title  4— ACCOUNTS 

Chapter  III — Cost  Accounting 
Standards  Board 

PART  400— DEFINITIONS 

Miscellaneous  Amendments 

Section  400.1(a)  is  amended  by  insert¬ 
ing  the  folloT^ing  definitions  alphabeti¬ 
cally: 

§  400.1  Definitions. 

(a)  •  •  • 

Home  ojB^ice.  An  office  responsible  for 
directing  or  managing  two  or  more,  but 
not  necessarily  all,  segments  of  an  orga¬ 
nization.  It  typically  establishes  policy 
for,  and  provides  guidance  to  the  seg¬ 
ments  in  their  operations.  It  usually  per¬ 
forms  management,  supervisory,  or  ad¬ 
ministrative  functions,  and  may  also 
perform  service  functions  in  support  of 
the  operations  of  the  various  segments. 
An  organization  which  has  intermediate 
levels,  such  as  groups,  may  have  several 
home  offices  which  report  to  a  common 
home  office.  An  intermediate  organiza¬ 
tion  may  be  both  a  segment  and  a  home 
office. 

*  *  •  •  • 

Operating  revenue.  Amounts  accrued 
or  charged  to  customers,  clients,  and 
tenants,  for  the  sale  of  products  manu¬ 
factured  or  purchased  for  resale,  for 
services,  and  for  rentals  of  property  held 
primarily  for  leasing  to  others.  It  in¬ 
cludes  both  reimbursable  costs  and  fees 
imder  cost-type  contracts  and  percent- 
age-of-completion  sales  accruals  except 
that  it  includes  only  the  fee  for  man¬ 
agement  contracts  under  which  the  con¬ 
tractor  acts  essentially  as  an  agent  of  the 
Government  in  the  erection  or  operation 
of  Government-owned  facilities.  It  ex¬ 
cludes  incidental  interest,  dividends, 
royalty,  and  rental  income,  and  proceeds 
from  the  sale  of  assets  used  in  the 
business. 

•  •  •  •  * 

Segment.  One  of  two  or  more  divisions, 
product  departments,  plants,  or  other 
subdivisions  of  an  organization  reporting 
directly  to  a  home  office,  usually  identi¬ 
fied  with  responsibility  for  profit  and/or 
producing  a  product  or  service.  The  term 
includes  Government-owned  contractor- 
operated  (GOCO)  facilities,  and  joint 
ventures  and  subsidiaries  (domestic  and 
foreign)  in  which  the  organization  has  a 
majority  ownership.  The  term  also  in¬ 
cludes  those  joint  ventures  and  subsidi¬ 
aries  (domestic  and  foreign)  in  which  the 
organization  has  less  than  a  majority  of 
ownership,  but  over  which  it  exercises 
control. 

Tangible  capital  assets.  Assets  that 
have  physical  substance,  more  than  mini¬ 
mal  value,  and  are  expected  to  be  held 
by  an  enterprise  for  continued  use  or 


possession  beyond  the  current  accoimting 
period  for  the  services  they  yield. 

(84  Stat.  796,  sec.  103;  50  U.S.C.  App.  2168) 

Arthur  Schoenhaut, 
Executive  Secretary. 
|FR  Doc.72-21504  Filed  12-13-72:8:45  am] 


PART  403— ALLOCATION  OF  HOME 

OFFICE  EXPENSES  TO  SEGMENTS 

The  Standard  on  Allocation  of  Home 
Office  Expenses  to  Segments  is  one  of  a 
series  being  promulgated  by  the  Cost 
Accounting  Standards  Board  pursuant 
to  section  719  of  the  Defense  Production 
Act  of  1950,  as  amended.  Public  Law  91- 
379,  50  U.S.C.  app.  2168,  which  provides 
for  the  development  of  Cost  Account¬ 
ing  Standards  to  be  used  in  connection 
with  negotiated  national  defense  con¬ 
tracts. 

Work  on  this  Standard  w’as  initiated 
as  the  result  of  a  variety  of  continuing 
problems  between  contractors  and  the 
Government  concerning  equitable  allo¬ 
cations  of  home  office  expenses  to  seg¬ 
ments  involved  in  negotiated  defense 
contracts.  The  problems  include  dis¬ 
agreements  on:  (i)  The  propriety  in  cer¬ 
tain  circumstances  of  using  particular 
allocation  bases,  such  as  cost  of  sales  or 
direct  labor  for  alocating  home  office 
expenses  to  segments;  (il)  whether  and 
to  what  extent  certain  kinds  of  segments 
such  as  GOCO’s,  foreign  subsidiaries  and 
partially  owned  subsidiaries  should  be 
included  in  the  allocation  base;  and  (iii) 
the  homogeneity  of  expense  pools. 

The  allocation  of  home  office  expenses 
to  segments  is  not  now  specifically  gov¬ 
erned  or  guided  by  an  authoritative  ac¬ 
counting  statement.  Home  office  ex¬ 
penses  allocated  to  segments  and  then  to 
contracts  can  constitute  an  important 
element  of  total  contract  cost.  The  lack 
of  authoritative  standards  to  guide  con¬ 
tractors,  procurement  officers,  auditors, 
and  others,  provides  a  great  potential 
for  disagreement  and  controversy  over 
contract  costs.  Assurance  of  equity  in 
cost  determinations  and  contract  set¬ 
tlement  is  singularly  lacking. 

This  Standard  prescribes  criteria  for 
allocation  of  the  expenses  of  a  home  of¬ 
fice  to  segments  of  an  organization.  The 
criteria  are  based  primarily  on  the  bene¬ 
ficial  or  causal  relationship  between  such 
expenses  and  the  receiving  segments. 
The  Standard  governs  how  a  contractor 
may  allocate  expenses  of  its  corporate 
headquarters  to  various  divisions,  sub¬ 
sidiaries,  plants,  or  other  subsidiaries  of 
the  corporation.  The  Board  believes  that 
application  of  this  Standard  will  result 
in  soimd  cost  accounting  and  will  provide 
a  great  degree  of  uniformity  in  the  de¬ 
termination  of  costs  of  negotiated  de¬ 
fense  contracts. 

Research  establishes  that  some  home 
office  expenses  are  Incurred  for  specific 
segments  and  can  be  assigned  directly  to 
them.  Other  expenses,  not  incurred  for  a 
specific  segment,  have  clear  relationships 


to  two  or  more  segments,  relationships 
which  are  measurable  wdth  reasonable 
objectivity.  A  third  type  of  home  office 
expense  possesses  no  readily  measurable 
relationship  to  segments. 

The  Cost  Accounting  Standards  Board 
finds  that  a  Cost  Accounting  Standard 
to  govern  the  allocation  of  home  office 
expenses  is  desirable  to  reduce  wasteful 
and  expensive  controversy  and  to  obtain 
equity  for  the  contracting  parties.  The 
Standard  published  today  requires  that 
those  home  office  expenses  incurred  for 
specific  segments  are  to  be  allocated  di¬ 
rectly  to  those  segments  to  the  maximum 
extent  practical.  Those  that  can  be  allo¬ 
cated  to  segments  on  the  basis  of  objec¬ 
tive  measurable  relationships  are  to  be 
accumulated  and  allocated  by  means  of 
logical  and  homogeneous  expense  pools 
established  for  this  purpose.  The  remain¬ 
ing  or  residual  home  office  expenses  are 
then  to  be  allocated  as  discussed  below. 

The  Board  expects  that  this  Standard 
will  operate  to  reduce  residual  expenses 
to  a  relatively  minor  amoimt  and  by  this 
means  also  reduce  controversy  and  in¬ 
equity.  Where  this  is  the  case,  the  Board 
sees  no  reason  to  require  one  particular 
technique  to  allocate  these  expenses.  Ac¬ 
cordingly,  where  residual  expenses  are  no 
greater  than  a  specified  percentage  of 
operating  revenues,  the  Standard  allows 
the  use  of  any  appropriate  allocation 
technique.  However,  if  residual  expenses 
exceed  such  specified  percentages,  the 
Board  believes  that  its  objective  of  r^uc- 
ing  controversy  and  avoiding  inequity 
would  best  be  served  by  selecting  a  single 
allocation  technique  to  be  used.  Its  re¬ 
search  in  this  connection  has  led  the 
Board  to  conclude  that  for  this  purpose, 
a  three-factor  formula  is  superior  to 
other  allocation  bases  and  techniques  for 
the  allocation  of  residual  expenses. 

Early  research  on  this  Standard  in¬ 
cluded  an  extensive  review  of  available 
literature  on  the  subject,  a  review  of 
decisions  of  contract  appeals  boards  and 
courts,  and  a  study  of  home  office  man¬ 
agement  philosophy  and  operations  of 
40  companies  representing  a  wide  va¬ 
riety  of  industries. 

TTils  research  led  to  the  publication  of 
a  proposed  Cost  Accoimting  Standard  in 
the  Federal  Register  of  June  30,  1972, 
with  an  invitation  for  interested  parties 
to  submit  written  data,  views,  and  com¬ 
ments  to  the  Board.  To  better  assure  that 
those  who  had  already  expressed  interest 
or  provided  assistance  had  an  opportu¬ 
nity  to  comment,  the  Board  supple¬ 
mented  the  Federal  Register  notice  by 
sending  copies  of  the  Federal  Register 
materials  directly  to  196  organizations 
and  individuals,  of  which  86  companies 
were  invited  to  furnish  the  Board  with 
estimates  of  any  additional  or  reduced 
costs  which  could  arise  from  the  imple¬ 
mentation  of  the  Standard. 

Responses  were  received  from  130 
sources.  Including  individual  companies. 
Government  agencies,  professional  asso¬ 
ciations,  industry  associations,  public  ac¬ 
counting  firms,  and  others.  All  of  these 
comments  and  data  have  been  carefully 
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considered  by  the  Board.  Those  com¬ 
ments  which  are  of  particular  signifi¬ 
cance  are  discussed  below  together  with 
an  explanation  of  resultant  substantive 
changes  to  the  Standard  as  published  in 
the  Federal  Register  of  June  30,  1972. 

As  will  be  seen  from  the  following  dis¬ 
cussion,  the  Board  was  greatly  benefited 
by  the  many  comments  it  received  on  the 
Standard  as  published  in  Federal  Regis¬ 
ter  of  June  30, 1972.  The  Board  takes  this 
opportunity  to  express  its  considerable 
debt  to  those  who  devoted  time  and  skill 
to  assisting  the  Board  in  this  endeavor 
and  to  thank  the  many  companies  and 
individuals  involved. 

(1)  Materiality.  Many  commentators 
urged  that  the  Standard  contain  a  gen¬ 
eral  statement  on  materiality.  The  Board 
has  previously  stated  that  the  adminis¬ 
tration  of  its  rules,  regulations,  and  Cost 
Accounting  Standards  should  ^  reason¬ 
able  and  not  seek  to  deal  with  insignifi¬ 
cant  amounts  of  cost.  The  Board  does  not 
believe  that  any  further  general  state¬ 
ment  is  needed  at  this  time.  However, 
where  specific  changes  could  be  made  to 
clarify  the  Intent  of  this  Standard  with 
respect  to  materiality,  they  have  been 
made  as  further  discussed  below. 

While  most  commentators  agreed  with 
the  concept  of  maximum  direct  alloca¬ 
tion  of  home  office  expenses,  and  accu¬ 
mulation  of  nondirectly  allocated  home 
office  expenses  into  logical,  homogeneous 
expense  pools,  a  few  of  these  commenta¬ 
tors  believed  that  the  Standard  did  not 
adequately  Incorporate  the  concept  of 
materiality  for  this  purpose.  The  Board 
agrees  that  materiality  is  an  important 
consideration  in  determining  whether  to 
specify  that  an  expense  is  to  be  allocated 
directly  or  by  means  of  a  separtae  ex¬ 
pense  pool.  Accordingly,  5  403.40  of  the 
Standard  has  been  revised  to  state  that 
expenses  are  to  be  allocated  to  the  maxi¬ 
mum  extent  “practical”  and  that  ex¬ 
penses  not  directly  allocated  are  to  be 
grouped  into  separate  homogeneous  ex¬ 
pense  pools  “if  significant  in  amount  and 
in  relation  to  total  home  office  expenses.” 

In  addition,  a  number  of  commentators 
questioned  the  need  for  using  what  they 
considered  to  be  a  relatively  complex  for¬ 
mula  to  allocate  residual  expenses  even 
when  they  are  minor  in  amount.  This  re¬ 
quirement  was  contained  in  the  Stand¬ 
ard  SIS  published  in  the  Federal  Register 
of  June  30,  1972.  Hie  Board  believes  the 
formula  to  be  relatively  simple,  well  un¬ 
derstood,  already  used  by  msmy  compa¬ 
nies  to  satisfy  State  tax  requirements, 
and  based  on  financial  data  that  is 
readily  available.  Nevertheless,  the  Board 
agrees  that  other  allocation  techniques 
may  be  acceptable  if  residual  expenses 
are  not  material.  Accordingly,  §  403.40(c) 
of  the  Standard  being  published  today 
permits  the  use  of  any  allocation  base 
representative  of  total  activity  if  residual 
expenses  are  less  than  a  specified  per¬ 
centage  of  operating  revenue. 

The  Board  also  considered  a  material¬ 
ity  test  conducted  periodically  which 
would  permit  a  contractor,  otherwise 
covered,  to  choose  not  to  follow  the 
Standard  if  its  application  would  result 


in  little  or  no  change  in  the  total  amount 
he  allocates  to  his  segments  with  Gov¬ 
ernment  business.  The  Board  in  this  in¬ 
stance  rejected  this  approach  for  the 
following  reasons ; 

(a)  Such  an  approach  would  put  un¬ 
due  emphasis  on  the  effect  of  this  Stand¬ 
ard  on  the  allocation  of  costs  to  or  away 
from  Government  contracts. 

(b)  The  administrative  problems  and 
time  spent  by  both  the  Government  and 
the  contractor  in  estimating  the  contract 
cost  consequences  of  application  of  the 
Standard  periodically  and  negotiating 
the  pro  forma  application  of  the  Stand¬ 
ard  for  comparative  test  purposes  would 
outweigh  any  benefits  that  might  be  de¬ 
rived  from  waiver  of  the  entire  Standard 
on  the  basis  of  materiality  of  result. 

(c)  There  would  be  no  assurance  that 
a  contractor’s  own  procedures,  which  in 
the  test  year  happened  to  provide  nearly 
identical  results  to  the  results  which 
would  be  provided  through  use  of  the 
Standard,  would  in  other,  subsequent 
years  also  produce  the  same  nearly  iden¬ 
tical  results.  In  effect,  the  results  in  the 
test  year  may  have  been  an  aberration. 

(d)  In  light  of  the  general  acceptance 
by  the  majority  of  commentators  of  the 
concept  of  direct  charging  and  grouping 
of  homogeneous  expense  pools,  the  provi¬ 
sions  for  materiality  considerations  pre¬ 
viously  described  are  deemed  sufficient. 

(e)  The  Board  has  applied  the  concept 
of  materiality  to  the  extent  it  believes 
practical  in  this  Standard.  The  Board, 
however,  as  noted  in  its  prefatory  com¬ 
ments  on  the  first  two  published  Stand¬ 
ards  (37  P.R.  4141),  will  give  considera¬ 
tion  to  stating  a  concept  of  materiality 
applicable  to  all  Standards  if  subsequent 
events  Indicate  the  desirability  and  feasi¬ 
bility  of  doing  so. 

The  Board  has  eliminated  a  require¬ 
ment,  originally  contained  in  the  June 
30,  1^2,  proposal,  for  interdepartmental 
allocations  of  home  office  expenses.  This 
proposal  would  have  required  part  of  the 
cost  of  certain  home  office  functions  to 
be  allocated  to  other  home  office  fimc- 
tions  before  being  reallocated  to  seg¬ 
ments.  The  Board  accepts  the  views  of  a 
number  of  commentators  that  this  pro¬ 
cedure  would  be  complex  and  unwar¬ 
ranted  in  the  light  of  a  relatively  insig¬ 
nificant  effect  on  the  allocation  of  home 
office  expenses. 

The  proposed  Standard,  as  published 
in  the  Federal  Register  of  June  30, 1972, 
required  that  all  segments  be  Included 
in  an  allocation  base  unless  it  could  be 
demonstrated  that  any  segment  did  not 
receive  benefit  from,  or  contribute  to  the 
cause  of,  an  exiiense  to  be  allocated.  A 
number  of  commentators  observed  that 
it  would  be  virtually  impossible  to  dem¬ 
onstrate  that  a  segment  received  no  ben¬ 
efit.  Others  commented  that  a  segment 
should  not  be  included  in  an  allocation 
base  if  it  received  only  negligible  benefit. 
The  June  30,  1972  proposal  has  been  re¬ 
vised  to  accommodate  these  comments 
and  to  emphasize  again  the  application 
of  the  concept  of  materiality. 

(2)  Hierarchy  of  allocation  methods. 
A  number  of  commentators  were  con¬ 


cerned  that  a  provision  in  the  Federal 
Register  of  June  30,  1972,  that  costs  be 
“•  •  •  allocated  on  the  basis  of  expenses 
caused  by  the  segments,  benefits  received 
by  the  segments,  or  benefits  available 
to  the  segments,”  did  not  provide  ade¬ 
quate  guidance  for  the  selection  of  ap¬ 
propriate  allocation  bases.  The  Board  be¬ 
lieves  that  with  the  exception  of  cen¬ 
tralized  service  functions,  the  allocation 
criteria  contained  in  the  fundamental 
requirement  are  sufficiently  specific  so  as 
not  to  require  additional  guidance.  The 
Board  is  persuaded,  however,  that  it  is 
desirable  to  establish  more  definitive  cri¬ 
teria  for  the  selection  of  an  appropriate 
allocation  base  for  centralized  service 
functions.  For  this  purpose,  the  Board 
has  added  in  §  403.50(b)  a  hierarchy  of 
allocation  methods.  The  hierarchy  is 
based  on  achieving  the  most  realistic 
representaticai  of  the  beneficial  or  causal 
relationship  that  is  practical  in  the 
circumstances. 

(3)  Allocation  of  residual  expenses. 
With  few  exceptions,  ciMnmentators  ob¬ 
jected  to  the  establishment  of  a  single 
formula  to  allocate  costs  of  managing 
the  ccwnpany  as  a  whole,  i.e.,  residual 
costs.  Many  noted  that  the  formula,  in 
conjunction  with  a  broadly  inclusive  def¬ 
inition  of  a  “segment,”  would  produce 
inequitable  sdlocaticms  to  certain  seg¬ 
ments.  Most  often  concern  was  expressed 
that  the  allocations  would  have  to  be 
made  to  segments  which  receive  little 
benefit  from  the  home  office,  such  as 
independent  subsidiary  corporations, 
subsidiaries  in  which  the  organization 
has  only  a  minority  ownership,  foreign 
segments,  and  Government-owned  con- 
tractor-operated  (GOCO)  plants.  Others 
were  concerned  that  the  formula  was 
unduly  complex  to  administer  and  that 
the  results  of  its  use  would  not  be  worth 
the  effort,  particularly  where  home  (rf- 
fice  expenses  are  relatively  minor  in 
amount. 

The  most  commcxily  suggested  alter¬ 
native  to  the  formula  was  that  the 
Standard  should  provide  “criteria”  for 
allocation,  rather  than  a  specific  method 
OT  procedure.  Some  suggested,  tor  ex¬ 
ample,  that  the  Standard  require  only 
that  the  allocation  base  be  repres^tative 
of  the  activity  of  the  segments.  Most 
often  the  recwnmended  criteria  were 
phrased  in  such  general  terms  as  equity, 
fairness,  and  reasonablmess.  Some  sug¬ 
gested  total  cost  input,  cost  of  sales,  reve¬ 
nue,  payroll,  number  of  employees,  or 
value-added,  as  a  single  allocation  base. 

The  Board  recognizes  that  where  re¬ 
sidual  expenses  are  minor  in  amount  in 
relation  to  a  contractor’s  total  business 
volume,  the  use  of  other  techniques  is 
unlikely  to  affect  materially  the  amount 
allocated  to  a  given  segment,  and  is  even 
less  likely  to  affect  materially  the  alloca¬ 
tions  to  individual  contracts.  The  Board 
has  therefore  provided  in  S  403.40(c) 
that,  where  residual  expenses  are  no 
greater  than  a  specified  percentage  of 
the  organization’s  operating  revenue, 
they  may  be  allocated  by  means  of  any 
apprc^riate  allocation  technique.  To  de- 
vel(v  the  percentages  specified  In  the 
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standard,  the  Board  considered  both  ac¬ 
tual  statistics  of  various  ocxnpanles  and 
the  results  of  a  staff  study  to  determine 
the  effect  of  the  Standard  on  the  home 
office  allocations  of  a  number  of  com¬ 
panies.  The  choice  of  an  alternative  tech¬ 
nique  for  allocation  of  residual  expenses 
is  expected  to  be  available  to  many  con¬ 
tractors  whose  home  offices  perform  rel¬ 
atively  few  functions,  or  which  ade¬ 
quately  employ  direct  allocation  or  al¬ 
locations  by  means  of  other  homogeneous 
expense  pools. 

The  Board  has  concluded  that  where 
residual  expenses  are  material  in 
amoxmt,  a  single  allocation  technique 
should  ^  specified.  Accordingly,  §  403.40 
(c)  of  the  Standard  requires  the  use  of 
the  three-factor  formula  if  residual  ex¬ 
penses  are  in  excess  of  the  specified  per¬ 
centage  of  total  company  revenues. 
If  residual  expenses  are  material  in 
amoxmt,  the  Board  believes  that  selec¬ 
tion  of  a  single  allocation  technique  is 
necessary  to  reduce  costly  controversy 
In  an  area  where  disputes  have  been 
commonplace.  Furthermore,  the  Board 
is  of  the  view  that  the  greater  the  amount 
of  residual  expenses,  the  greater  the  like¬ 
lihood  that  the  use  of  a  single  factor  base 
for  all  contractors  could  result  in  inequi¬ 
table  allocations.  The  use  of  the  three 
factors  in  the  formula  minimizes  any 
distortion  that  may  result  from  any  one 
of  the  factors. 

The  three-factor  formula  is  selected 
becase  It  takes  into  account  the  major 
subjects  of  management  concern,  i.e.,  vol¬ 
ume  or  activity,  employees,  and  Invested 
capital.  Some  c<»npanles  consider  that 
the  time,  effort,  and  attention  of  top 
management  attributable  to  various  seg¬ 
ments  are  approximately  proportionate 
to  the  volume  or  activity  of  those  seg¬ 
ments.  Revenue  is  considered  by  some 
companies  to  be  a  generally  reliable  and 
convenient  measure  of  volume  or  activ¬ 
ity.  Other  companies  believe  that  top 
management  efforts  are  primarily  de¬ 
voted  to  the  employees  of  an  organiza¬ 
tion  and,  therefore,  advocate  the  use  of 
payroll  for  allocating  the  cost  of  these 
efforts.  Still  others  believe  that  a  major 
top  management  concern  is  the  manage¬ 
ment  and  deployment  of  the  capital  In¬ 
vested  In  the  organization;  for  the  pur¬ 
pose  of  this  formula,  the  net  book  value 
of  tangible  capital  assets  and  inventories 
is  considered  by  the  Board  to  be  a  rea¬ 
sonable  representation  of  Invested 
capital. 

(4)  Tfte  formula  factors.  In  addition 
to  permitting  an  alternative  to  the  three- 
factor  formula  for  allocating  residual  ex¬ 
penses,  the  Board  has  made  certain  mod¬ 
ifications  to  the  formula  itself. 

A  number  of  commentators  opposed 
the  inclusion  of  intraorganizational  sales 
in  the  revenue  factor.  Several  of  these 
commentators  were  concerned  that  this 
procedure  would  “pyramid”  the  alloca¬ 
tion  of  home  office  expenses  to  those 
products  which  progress  through  sev¬ 
eral  segments  of  an  organization  before 
they  are  finally  sold  to  outside  customers. 
Others  noted  that  a  segment  established 
primarily  to  sell  products  produced  by 


other  segments  would  receive  a  dispro¬ 
portionately  large  share  of  home  office 
expenses  under  the  formula.  However,  a 
segment  which  sells  much  or  all  of  its 
output  to  other  segments  would  receive 
a  disproportionately  small  allocation  of 
home  office  expenses  if  such  sales  were 
excluded  from  the  revenue  factor.  The 
Board,  therefore,  has  concluded  that  the 
operating  revenue  of  a  segment  shall  in¬ 
clude  sales  to  other  segments,  but  such 
operating  revenue  shall  be  reduced  by 
purchases  from  other  segments.  This 
procedure  will  assure  an  appropriate  al¬ 
location  to  each  segment,  regardless  of 
whether  it  sells  to  other  segments  or  to 
outside  customers  while  at  the  same  time 
avoiding  “pyramiding”  of  home  office 
expenses. 

As  originally  published  in  the  Federal 
Register  of  Jime  30,  1972,  the  Standard 
required  the  inclusion  of  rental  property 
in  the  property  factor  of  the  formula. 
Such  property  was  to  be  valued  at  eight 
times  the  annual  rental  rates.  Many 
commentators  opposed  the  inflexible  val¬ 
uation  of  such  property.  Others  believed 
the  inclusion  of  rental  property  at  all 
was  entirely  inappropriate,  ^estions 
were  also  raised  whether,  and  to  what 
extent,  minor,  short-term  leases  would 
have  to  be  Included.  In  view  of  these 
comments,  the  Board  has  concluded  that 
tangible  capital  assets  to  be  included  in 
the  formula  should  be  those  capitalized 
in  accordance  with  a  contractor’s  estab¬ 
lished  practices. 

The  Board,  however,  did  not  adopt  the 
recommendation  of  many  commentators 
that  the  value  of  Ckivemment-fumished 
property  be  included  in  computing  the 
property  factor  of  each  segment.  These 
commentators  were  of  the  view  that 
Government  property  requires  as  much, 
or  more,  management  attention  as 
owned  property.  The  Board  believes 
that  such  administration  is  mostly  ac¬ 
complished  at  the  segment  level,  and 
therefore,  residual  expenses  of  the  home 
office  are  not  significantly  related. 
Rather,  property  is  included  in  the  for¬ 
mula  as  a  measure  of  top  management’s 
attention  to  invested  capital. 

(5)  Allocation  of  residual  expenses  to 
special  segments.  As  originally  published 
in  the  Federal  Register  of  Jime  30, 1972, 
the  Standard  would  have  required,  as  a 
general  rule,  the  allocation  of  a  pro¬ 
portionate  share  of  residual  expenses  to 
all  segments  pursuant  to  the  three- 
factor  formula.  For  this  purpose,  “seg¬ 
ments”  included  domestic  and  foreign 
subsidiaries  owned  more  than  50  percent, 
as  well  as  those  subsidiaries  owned  be¬ 
tween  20  percent  and  50  percent  if  the 
home  office  exercised  significant  guid¬ 
ance  and  control. 

Numerous  comments  were  received  in 
regard  to  these  provisions.  Commenta¬ 
tors  observed  variously  that  the  percent¬ 
age  of  ownership  is  not  in  proportion  to 
the  benefits  received  from  the  home 
office,  that  the  amoimt  of  guidance  and 
control  is  not  in  proportion  to  the  per¬ 
centage  of  ownership,  or  that  the  benefits 
received  are  not  in  proportion  to  the 
amount  of  guidance  and  control.  Some 


commentators  noted  that  the  absence 
of  significant  guidance  and  control  is 
difficult  to  demonstrate.  A  number  of 
commentators  were  particularly  con¬ 
cerned  about  the  resultant  alloca¬ 
tions  to  subsidiaries  owned  less  than 
50  percent,  foreign  subsidiaries,  uncon¬ 
solidated  subsidiaries,  and  sales  subsid¬ 
iaries.  Many  commentators  observed 
that  subsidiaries  often  perform  their  own 
home  office  functions,  that  Uie  necessary 
information  to  make  the  required  allo¬ 
cation  would  not  always  be  available, 
that  subsidiaries  could  not  always  be 
billed  for  home  office  costs,  or  that  such 
allocations  would  cause  t^  and  legal 
problems.  Various  commentators  recom¬ 
mended  alternatively  that  allocations  to 
subsidiaries  be  based  on  management 
Judgment,  on  the  degree  of  guidance  and 
control,  or  on  the  basis  of  benefit, 
rather  than  on  any  ownership  criteria. 
Others  recommended  variously  that  no 
allocation  be  made  to  subsidiaries  owned 
less  than  100  percent,  to  subsidiaries 
owned  less  than  50  percent,  or  to  subsid¬ 
iaries  which  are  unconsolidated.  Still 
others  suggested  partial  allocations  in 
various  forms.  One  industry  association 
recommended  that  allocations  to  subsid¬ 
iaries  be  based  on  advance  agreements 
with  the  Government. 

Upon  analysis  of  the  comments  re¬ 
ceived  on  this  subject,  the  Board  is 
persuaded  that  a  requirement  to  allo¬ 
cate  a  pro  rata  share  of  residual  expenses 
by  means  of  the  formula  or  other  allo¬ 
cation  base  to  all  segments,  without 
exception,  could  result  in  inequitable 
allocations  In  certain  situations.  In  the 
opinion  of  the  Board,  this  problem  is 
not  necessarily  limited  to  subsidiary 
corporations,  but  can  extend  to  other 
segments.  Accordingly,  the  Board  has 
provided  in  §  403.40(c)  (3)  of  the  Stand¬ 
ard  that,  where  the  Contracting  Officer 
and  the  contractor  agree  that  a  particu¬ 
lar  segment  receives  significantly  more 
or  less  benefit  from  residual  expenses 
than  would  be  reflected  by  the  allocation 
of  such  expenses  pursuant  to  the  formula 
or  other  representative  base,  they  may 
agree  to  establishing  a  special  allocation 
of  residual  expenses  to  such  segment. 
Any  such  special  allocation  must  reason¬ 
ably  reflect  the  benefits  received  by  the 
segment.  Guidance  to  implement  this 
provision  is  contained  in  a  new  para¬ 
graph  (d)  under  S  403.50  of  the  Standard. 

(6)  GOCO's.  Some  commentators 
urged  that  GOCO  facilities  be  excluded 
from  the  definition  of  segments  to  re¬ 
ceive  allocations  of  home  office  expenses, 
arguing  that  the  GOCO  facilities  re¬ 
ceive  little  or  no  benefits  from  home 
office  activities.  Several  commentators 
were  concerned  that  this  Standard  would 
result  in  contractors  being  required  to 
make  greater  allocations  to  GOCO’s  than 
would  be  reimbursed  to  them  under  the 
terms  of  some  GOCO  contracts.  The 
Board  believes  that  contractual  problems 
associated  with  the  allocation  of  costs 
to  a  (X>CO  contract  pursuant  to  this 
Standard,  where  such  costs  represent 
significantly  more  or  less  benefit  than  the 
GOCO  contract  actually  receives,  can  be 
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dealt  with  by  agreement,  as  discussed  in 
the  preceding  section.  The  Board  intends 
to  consider  in  the  near  future  the  per¬ 
vasive  question  of  the  treatment  required 
by  relevant  Federal  agencies  of  the  costs 
allocated  in  accordance  with  any 
Standard. 

(7)  State  and  local  income  and  fran¬ 
chise  taxes.  The  Board  believes  that  the 
nature  of  this  expense  is  essentially  the 
same  for  all  companies  and  that  there  is 
little  justification  for  the  observed  multi¬ 
plicity  of  allocation  methods  being  used 
to  allocate  to  segments  their  share  of 
corporate  State  and  local  income  taxes 
and  franchise  taxes.  By  means  of  an 
illustration  in  the  Federal  Register 
publication  of  June  30,  1972,  the  Board 
proposed  the  allocation  of  State  and  local 
income  taxes  on  the  basis  of  the  profit 
and  loss  of  each  segment  and  specifically 
requested  comments  on  this  particular 
illustration.  Numerous  comments  w’ere 
received.  While  some  commentators 
agreed  with  the  proposed  illustration, 
most  did  not.  Of  those  that  did  not,  most 
advocated  an  allocation  method  which 
would  allocate  such  taxes  on  the  basis 
of  the  same  factors  used  to  compute  a 
segment’s  share  of  total  corporate  tax¬ 
able  income,  that  generally  being  the 
percentage  of  payroll,  sales,  and  property 
of  the  segment  to  the  corporate  total  of 
each  of  these  factors.  Several  commenta¬ 
tors  noted  that  they  use  different  alloca¬ 
tion  bases,  such  as  income  or  sales,  but 
that  these  result  in  approximately  the 
same  allocation  as  one  based  on  the  same 
factors  used  to  compute  the  tax. 

After  evaluating  the  comments,  the 
Board  continues  to  be  of  the  view  that 
the  nature  of  this  expense  Is  essentially 
the  same  for  all  companies.  Further, 
allocation  of  this  expense  on  the  same 
basis  used  to  compute  a  segment’s  share 
of  total  corporate  taxable  income  is,  in 
the  Board’s  judgment,  more  in  accord 
with  the  concept  of  allocating  home 
oflBce  expenses  on  the  basis  of  the  bene¬ 
ficial  or  causal  relationships  between 
such  expenses  and  receiving  segments. 
’The  Board  has  therefore  revised  the  il¬ 
lustration  for  the  allocation  of  State  and 
local  taxes  to  permit  “any  base  or  method 
which  results  in  an  allocation  that  equals 
or  approximates  a  segment’s  proportion¬ 
ate  share  of  the  tax  Imposed  by  the 
jurisdiction  in  which  the  segment  does 
business,  as  measured  by  the  same  fac¬ 
tors  used  to  determine  taxable  income 
for  that  jurisdiction.’’  As  a  practical 
matter,  this  means  that  the  tax  for  any 
State  must  be  allocated  only  to  those 
segments  that  contribute  to  the  factors 
used  to  measure  taxable  income  for  that 
State.  If  there  are  several  segments  that 
do  business  within  a  State,  each  seg¬ 
ment’s  share  of  that  State’s  tax  is  to  be 
measured  by  the  proportionate  contrlbu- 
iton  made  by  such  segment  to  the  total 
of  the  factors  for  that  State. 

(8)  Cost-benefits.  Many  commentators 
adressed  themselves  to  the  last  sent¬ 
ence  of  section  719(g)  of  the  Act 
which  provides  that  In  promulgating 
such  standards,  the  Board  shall  take 


into  account  the  probable  costs  of  im¬ 
plementation  compared  to  the  probable 
benefits.’’ 

The  Board  has  not  neglected  its  obli¬ 
gation  and  continues  to  measure  the 
costs  and  benefits  involved  in  imple¬ 
menting  both  proposed  and  promulgated 
standards.  Its  experience  to  date  leads 
to  the  conclusion  that  the  kind  and 
amount  of  empirical  data  called  for  by 
some  commentators  is  neither  available 
nor  possible  of  accumulation.  In  the  final 
analysis,  the  Board  must  determine 
whether  the  information  that  has  been 
assembled  and  evaluated  is  sufficient  to 
enable  it  to  make  reasonable  judgments. 

In  making  this  determination  with  re¬ 
spect  to  the  present  Standard,  the  Board 
gave  careful  consideration  to  the  evi¬ 
dence  bearing  on  the  likely  initial  and 
continuing  implementation  costs  in¬ 
volved,  both  for  contractors  and  for  af¬ 
fected  agencies  of  the  Government.  At 
the  same  time,  consideration  w’as  given 
to  the  benefits  which  will  be  achieved 
through  simplified  negotiation,  admin¬ 
istration,  audit,  and  settlement  proced¬ 
ures;  one  of  the  major  gains  of  stand¬ 
ards,  to  contractors  and  the  Government 
alike,  is  the  reduction  in  the  number  of 
costly  controversies.  After  evaluating  the 
Standard  being  promulgated  today,  the 
Board  finds  that  the  probable  benefits  of 
this  Standard  clearly  outweigh  the 
probable  cost  of  implementation. 

(9)  Exemptions.  A  number  of  educa¬ 
tional  institutions  requested  that  they  be 
exempted  from  the  provisions  of  this 
Standard.  ’There  appears  to  be  no  dis¬ 
agreement  that  many  educational  insti¬ 
tutions  have  “home  offices’’  similar  in 
many  respects  to  those  of  commercial 
organizations.  However,  the  educational 
institutions  contend  that,  unlike  com¬ 
mercial  organizations,  they  develop  over¬ 
head  rates  for  Institutionwide  func¬ 
tional  activities,  such  as  education  or 
research,  in  lieu  of  overhead  rates  for 
organizational  segments.  According  to 
these  educational  institutions,  it  would 
serve  no  purpose,  therefore,  to  require 
allocation  of  an  institution’s  “home  of¬ 
fice’’  expenses  to  organizational  seg¬ 
ments.  In  addition,  a  number  of  these 
commentators  noted  that  there  are  prob¬ 
lems  in  defining  the  segments  of  an 
educational  institution;  e.g.,  whether  a 
segment  is  a  campus,  a  school,  a  depart¬ 
ment  or  some  other  organization. 

’The  Board  is  persuaded  that  in  the 
light  of  the  present  practices  of  edu¬ 
cational  institutions  in  carrying  out 
Government  contracts,  little  purpose 
would  be  served  at  this  time  by  requir¬ 
ing  educational  institutions  to  adhere 
to  a  standard  which  prescribes  criteria 
for  allocating  home  office  expenses  to 
organizational  segments.  The  Board 
recognizes  that  Office  of  Management 
and  Budget  Circular  No.  A-21,  which 
contains  the  cost  principles  applicable  to 
grants  and  contracts  with  educational 
institutions,  does  not  presently  require 
development  of  indirect  cost  rates  for 
Individual  segments  of  an  educational 
Institution.  Therefore,  for  the  time  being. 


those  organizations  which  are  subject  to 
Office  of  Management  and  Budget  Circu¬ 
lar  No.  A-21  are  exempted  from  the  pro¬ 
visions  of  this  Standard. 

In  addition,  the  Board  is  exempting 
State  and  local  governments  subject  to 
Office  of  Management  and  Budget 
Circular  No.  A-87  from  the  provisions  of 
this  Standard  pending  further  study  of 
the  applicability  of  this  Standard  to  such 
organizations. 

(10)  Effective  date.  As  originally  pub¬ 
lished  in  the  Federal  Register  of 
June  30,  1972,  the  Standard  would  have 
had  to  be  followed  by  a  contractor  for 
his  first  fiscal  year  following  the  re¬ 
ceipt  of  a  contract  to  which  the  Stand¬ 
ard  is  applicable.  A  number  of  commen¬ 
tators  observed  that  if  a  contractor 
received  a  contract  shortly  after  the 
effective  date  of  the  Standard  and  his 
fiscal  year  began  shortly  thereafter,  little 
time  would  be  available  to  implement  the 
Standard.  Most  of  these  commentators 
requested  that  at  least  6  months  be  al- 
low'ed  to  make  the  necessary  prepara¬ 
tions  to  implement  the  Standard.  To 
accommodate  these  requests,  the  Stand¬ 
ard,  now  being  published,  requires  that 
it  must  be  followed  for  a  contractor’s 
fiscal  year  beginning  after  September  30, 
1973. 

(11)  Other  comments.  In  addition  to 
those  changes  already  discussed,  the 
Board  has  made  a  number  of  other 
changes  as  a  result  of  the  comments  re¬ 
ceived.  While  these  are  considered  to 
be  of  a  minor  or  editorial  nature,  the 
Board  calls  particular  attention  to  the 
following  additional  comments. 

Various  commentators  stated  that  this 
Standard  would  require  contractors  to 
accumulate  and  allocate  home  office  ex¬ 
penses  on  a  different  b  sis  than  that  used 
for  internal  managen  jnt  purposes.  As  a 
consequence,  these  commentators  were 
concerned  that  the  Standard  would  ne¬ 
cessitate  two  separate  sets  of  records. 
Others  urged  that  the  Standard  specifi¬ 
cally  permit  the  use  of  memorandum 
records.  The  Board  notes  that  even  in  the 
absence  of  this  Standard,  many  contrac¬ 
tors  now  use  memorandum  records  to 
make  home  office  allocations  for  pur¬ 
poses  of  Government  contractls  because 
they  do  not  make  formal  allocations  of 
home  office  expenses  to  segments,  or  do 
so  on  a  different  basis.  The  Board  sees 
no  need  to  disturb  the  practice  of  using 
memorandum  records  for  home  office 
allocations,  nor  does  it  view  this  as  being 
a  significant  burden  on  contractors  w’ho 
find  the  need  to  do  so.  However,  the 
Board  does  not  consider  it  necessary  or 
appropriate  to  refer  specifically  to  the 
use  of  memorandum  records  by  means  of 
this  Standard. 

Certain  commentators  recommended 
that  the  Standard  be  specific  as  to  the 
use  of  estimated  or  budgeted  amounts, 
either  for  pricing  purposes  or  for  pur¬ 
poses  of  actual  allocations.  The  use  of 
estimates  or  budgets  for  pricing  purposes 
or  for  purposes  of  provisional  rates  for 
cost  accumulation  is  customary,  and  is 
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not  considered  by  the  Board  to  require 
specific  authority  by  the  terms  of  this 
Standard. 

There  is  also  being  published  today  (37 
F.R.  26678)  an  amendment  to  Part  400, 
Definitions,  to  Incorporate  in  that  part 
the  words  and  phrases  defined  in  §  403.30 
of  the  Standard. 

Sec. 

403.10  General  applicability. 

403.20  Purpose. 

403.30  Definitions. 

403.40  Fundamental  requirement. 

403.50  Techniques  for  application. 

403.60  Illustrations. 

403.70  Exemptions. 

403.80  Effective  date. 

Authority  ;  The  provisions  of  this  Part 
403  are  Issued  under  84  Stat.  796,  sec.  103,  60 
U.S.C.  App.  2168. 

§  403.10  General  applicabilily. 

This  Standard  shall  be  used  by  defense 
contractors  and  subcontractors  under 
Federal  contracts  entered  Into  after  the 
effective  date  hereof,  and  by  all  relevant 
Federal  agencies  in  estimating,  accumu¬ 
lating,  and  reporting  expenses  in  con¬ 
nection  with  the  pricing,  administration, 
and  settlement  of  all  negotiated  prime 
contract  and  subcontract  national  de¬ 
fense  procurements  with  the  United 
States  in  excess  of  $100,000  other  than 
contracts  or  subcontracts  where  the  price 
negotiated  is  based  on  (a)  established 
catalog  or  market  prices  of  commercial 
items  sold  in  substantial  quantities  to 
the  general  public,  or  (b)  prices  set  by 
law  or  regulation. 

§  403.20  Furpoi-o. 

(a)  The  purpose  of  this  Cost  Account¬ 
ing  Standard  is  to  establish  criteria  for 
allocation  of  the  expenses  of  a  home  office 
to  the  segments  of  the  organization  based 
on  the  beneficial  or  causal  relationship 
betw'een  such  expenses  and  the  receiving 
segments.  It  provides  for  (1)  identifica¬ 
tion  of  expenses  for  direct  allocation  to 
segments  to  the  maximum  extent  prac¬ 
tical;  (2)  accumulation  of  significant 
nondirectly  allocated  expenses  into 
logical  and  relatively  homogeneous  i>ools 
to  be  allocated  on  bases  reflecting  the 
relationship  of  the  expenses  to  the  seg¬ 
ments  concerned;  and  (3)  allocation  of 
any  remaining  or  residual  home  office 
expenses  to  all  segments.  Appropriate  im¬ 
plementation  of  this  Standard  will  limit 
the  amount  of  home  office  expenses 
classified  as  residual  to  the  expenses  of 
managing  the  organization  as  a  whole. 

(b)  This  Standard  does  not  cover  the 
reallocation  of  a  segment’s  share  of  home 
office  expenses  to  contracts  and  other 
cost  objectives. 

§  403.30  Definition!'. 

(a)  The  following  definitions  of  terms 
w’hich  are  prominent  in  this  Standard 
are  reprinted  from  Part  400  of  this 
chapter  for  convenience.  Other  terms 
w’hich  are  used  in  this  Standard  and 
are  defined  in  Part  400  of  this  chapter 
have  the  meanings  ascribed  to  them  in 
that  part  imless  the  text  demands  a 


different  definition  or  the  definition  Is 
modified  in  paragraph  (b)  of  this 
section: 

( 1 )  Allocate.  To  assign  an  item  of  cost, 
or  a  group  of  Items  of  cost,  to  one  or 
more  cost  objectives.  This  term  Includes 
both  direct  assignment  of  cost  and  the 
reassignment  of  a  share  from  an  indi¬ 
rect  cost  pool. 

(2)  Home  office.  An  office  responsible 
for  directing  or  managing  two  or  more, 
but  not  necessarily  all  segments  of  an 
organization.  It  typically  establishes  pol¬ 
icy  for  and  provides  guidance  to  the 
segments  in  their  operations.  It  usually 
performs  management,  supervisory,  or 
administrative  functions,  and  may  also 
perform  service  functions  in  support  of 
the  operations  of  the  various  segments. 
An  organization  which  has  intermediate 
levels,  such  as  groups,  may  have  several 
home  offices  w'hich  report  to  a  common 
home  office.  An  intermediate  organiza¬ 
tion  may  be  both  a  segment  and  a  home 
office. 

(3)  Operating  revenue.  Amounts  ac¬ 
crued  or  charged  to  customers,  chents, 
and  tenants,  for  the  sale  of  products 
manufactured  or  purchased  for  resale, 
for  services,  and  for  rentals  of  property 
held  primarily  for  leasing  to  others.  It 
includes  both  reimbursable  costs  and 
fees  under  cost-type  contracts  and  per- 
centage-of-completion  sales  accruals  ex¬ 
cept  that  it  includes  only  the  fee  for 
management  contracts  xmder  which  the 
contractor  acts  essentially  as  an  agent 
of  the  Government  in  the  erection  or  op¬ 
eration  of  Government-owned  facilities. 
It  excludes  incidental  interest,  dividends, 
royalty,  and  rental  income,  and  proceeds 
from  the  sale  of  assets  used  in  the  busi¬ 
ness. 

(4)  Segment.  One  of  two  or  more  divi¬ 
sions,  product  departments,  plants,  or 
other  subdivisions  of  an  organization  re¬ 
porting  directly  to  a  home  office,  usually 
identified  with  responsibility  for  profit 
and/or  producing  a  product  or  service. 
The  term  includes  Government- owned 
contractor-operated  (GOCO)  facilities, 
and  joint  ventures  and  subsidiaries  (do¬ 
mestic  and  foreign)  in  which  the  orga¬ 
nization  has  a  majority  ownership.  The 
term  also  includes  those  joint  ventures 
and  subsidiaries  (domestic  and  foreign) 
in  which  the  organization  has  less  than 
a  majority  of  owmership,  but  over  which 
it  exercises  control. 

( 5 )  Tangible  capital  assets .  Assets  that 
have  physical  substance,  more  than 
minimal  value,  and  are  expected  to  be 
held  by  an  enterprise  for  continued  use 
or  possession  beyond  the  current  ac¬ 
counting  period  for  the  services  they 
yield. 

(b)  The  following  modifications  of 
definitions  set  forth  in  Part  400  of  this 
chapter  are  applicable  to  this  standard: 
None. 

§  403.10  Fuiidamrnlal  rcquireniciH. 

(a)(1)  Home  office  expenses  shall  be 
allocated  on  the  basis  of  the  beneficial 
or  causal  relationship  betw'een  support¬ 
ing  and  receiving  activities.  Such  ex¬ 
penses  shall  be  allocated  directly  to 


segments  to  the  maximum  extent  prac¬ 
tical.  Expenses  not  directly  allocate,  if 
significant  in  amoimt  and  In  relation  to 
total  home  office  expenses,  shall  be 
grouped  in  logical  and  homogeneous  ex¬ 
pense  pools  and  allocated  pursuant  to 
paragraph  (b)  of  this  section.  Such  al¬ 
locations  shall  minimize  to  the  extent 
practical  the  amoimt  of  expenses  which 
may  be  categorized  as  residual  (those  of 
managing  the  organization  as  a  whole) . 
These  residual  expenses  shall  be  allo¬ 
cated  pursuant  to  paragi'aph  (c)  of  this 
section. 

(2)  No  segment  shall  have  allocated  to 
it  as  an  indirect  cost,  either  through  a 
homogeneous  expense  pool,  or  the  resid¬ 
ual  expense  pool,  any  cost,  if  other  costs 
incurred  for  the  same  purpose  have  been 
allocated  dii'ectly  to  that  or  any  other 
segment. 

(b)  The  following  subparagraphs  pro¬ 
vide  criteria  for  allocation  of  groups  of 
home  office  expenses. 

(1)  Centralized  service  functions.  Ex¬ 
penses  of  centralized  service  functions 
performed  by  a  home  office  for  its  seg¬ 
ments  shall  be  allocated  to  segments  on 
the  basis  of  the  service  furnished  to  or 
received  by  each  segment.  Centralized 
service  functicxis  performed  by  a  home 
office  for  its  segments  are  considered 
to  consist  of  specific  functions  which,  but 
for  the  existence  of  a  home  office,  would 
be  performed  or  acquired  by  some  or  all 
of  the  segments  individually.  Examples 
include  centrally  perfonned  personnel 
administration  and  centralized  data 
processing. 

i2)  Staff  management  of  certain  spe¬ 
cific  activities  of  segments.  The  expenses 
incurred  by  a  home  office  for  staff  man¬ 
agement  or  policy  guidance  functions 
which  are  significant  in  amount  and  in 
relation  to  total  home  office  expenses 
shall  be  allocated  to  segments  receiving 
more  than  a  minimal  benefit  over  a  base, 
or  bases,  representative  of  the  total  spe¬ 
cific  activity  being  managed.  Staff  man¬ 
agement  or  policy  guidance  to  segments 
is  commonly  provided  in  the  overall  di¬ 
rection  or  support  of  the  performance  of 
discrete  segment  activities  such  as  man¬ 
ufacturing,  accounting,  and  engineering 
(but  see  subparagraph  (6)  of  this 
paragraph) . 

(3)  Line  management  of  particular 
segments  or  groups  of  segments.  The  ex¬ 
pense  of  line  management  shall  be  allo¬ 
cated  only  to  the  particular  segment  or 
group  of  segments  which  are  being  man¬ 
aged  or  supiervised.  If  more  than  one  seg¬ 
ment  is  managed  or  supervised,  the  ex¬ 
pense  shall  be  allocated  using  a  base  or 
bases  representative  of  the  total  activity 
of  such  segments.  Line  management  is 
considered  to  consist  of  management  or 
supervision  of  a  segment  or  group  of  seg¬ 
ments  as  a  whole. 

(4)  Central  payments  or  accruals.  Cen¬ 
tral  payments  or  accruals  which  are 
made  by  a  home  office  on  behalf  of  its 
segments  shall  be  allocated  directly  to 
segments  to  the  extent  that  all  such  pay¬ 
ments  or  accruals  of  a  given  type  or  class 
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can  be  Identified  specifically  with  indi¬ 
vidual  segments.  Central  payments  or  ac¬ 
cruals  are  those  which  but  for  the  exist¬ 
ence  of  a  number  of  segments  would  be 
accrued  or  paid  by  the  individual  seg¬ 
ments.  Common  examples  include  cen¬ 
trally  paid  or  accru^  pension  costs, 
group  insurance  costs,  State  and  local  in¬ 
come  taxes  and  franchise  taxes,  and  pay¬ 
rolls  paid  by  a  home  office  on  behalf  of 
its  segments.  Any  such  types  of  payments 
or  accruals  which  cannot  be  identified 
speciflcfdly  with  individual  segments 
shall  be  allocated  to  benefited  segments 
using  an  allocation  base  representative 
of  the  factors  on  which  the  total  pay¬ 
ment  is  based. 

(5)  Independent  research  and  develop¬ 
ment  and  bidding  and  proposal  costs. 
Notwithstanding  any  other  provisions 
herein,  the  costs  of  independent  research 
and  development  and  bidding  and  pro¬ 
posal  efforts  allocated  by  a  home  office 
shall  continue  to  be  allocated  pursuant  to 
provisions  of  existing  laws,  regulations, 
and  other  controlling  factors. 

(6)  Staff  management  not  identifiable 
with  any  certain  specific  activities  of  seg¬ 
ments.  The  expenses  Incurred  by  a  home 
office  for  staff  management,  supervisory, 
or  policy  functions,  which  are  not  identi¬ 
fiable  to  specific  activities  of  segments 
shall  be  allocated  in  accordance  with 
paragraph  (c)  of  this  section  as  residual 
expenses. 

(c)  Residual  expenses.  (1)  All  home 
office  expenses  which  are  not  allocable  in 
accordance  with  paragraph  (a)  of  this 
section  and  subparagraphs  (1)  through 
(5)  of  paragraph  (b)  of  this  section  shall 
be  deemed  residual  expenses.  Typical  re¬ 
sidual  expenses  are  those  for  Uie  chief 
executive,  the  chief  financial  officer,  and 
any  staff  which  are  not  Identifiable  with 
specific  activities  of  segments.  Residual 
expenses  shall  be  allocated  to  all  seg¬ 
ments  under  a  home  office  by  means  of  a 
base  representative  of  the  total  activity 
of  such  segments,  except  where  subpara¬ 
graph  (2)  or  (3)  of  this  paragraph 
applies. 

(2)  Residual  expenses  shall  be  allo¬ 
cated  pursuant  to  subparagr^h  (1)  of 
S  403.50(c)  if  the  total  amoimt  of  such 
expenses  for  the  contractor’s  previous 
fiscal  year  (excluding  any  unallowable 
costs  and  before  eliminating  any  amounts 
to  be  allocated  in  accordance  with  sub- 
paragraph  (3)  of  this  paragraph)  exceeds 
the  amount  obtained  by  applying  the 
following  percentage(s)  to  the  aggregate 
operating  revenue  of  all  segments  for 
such  previous  year: 

S.36  percent  of  the  first  $100  mllll<Hi; 

0.95  percent  of  the  next  $200  mlUion; 

0.30  percent  of  the  next  $2.7  bilU<Mi: 

0.20  percent  of  all  amounts  over  $3  billion. 

The  determination  required  by  this  sub- 
paragraph  for  the  1st  year  the  contractor 
is  subject  to  this  Standard  shall  be  based 
on  the  pro  forma  {qipllcatlon  of  this 
Standard  to  the  home  office  expenses  and 
ogsrregate  operating  revenue  for  the  con¬ 
tractor’s  previous  fiscal  year. 

(3)  Where  a  particular  segment  re¬ 
ceives  significantly  more  or  less  b^ieflt 


from  residual  expenses  than  would  be 
reflected  by  the  allocation  of  such  ex¬ 
penses  pursuant  to  subparagraph  (1)  or 
(2)  of  this  paragraph  (see  §  403.50(d)), 
the  Government  and  the  contractor  may 
agree  to  a  special  allocation  of  residual 
expenses  to  such  segment  commensurate 
with  the  benefits  received.  The  amount  of 
a  special  allocation  to  any  segment  made 
pursuant  to  such  an  agreement  shall 
be  excluded  from  the  pool  of  residual 
expenses  to  be  allocated  pursuant  to  sub- 
paragraph  (1)  or  (2)  of  this  paragraph, 
and  such  segment’s  data  shall  be  ex¬ 
cluded  from  the  base  used  to  allocate 
this  pool. 

§  403.50  Tec-iiniquos  for  application. 

(a) (1)  Separate  expense  groupings 
will  ordinarily  be  required  to  implement 
S  403.40.  The  number  of  groupings  will 
depend  primarily  on  the  variety  and 
significance  of  service  and  management 
fimctions  performed  by  a  particular 
home  office.  Ordinarily,  each  service  or 
management  function  will  have  to  be 
separately  Identified  for  allocation  by 
means  of  an  appropriate  allocation  tech¬ 
nique.  However,  it  is  not  necessary  to 
identify  and  allocate  different  functions 
separately,  if  allocation  in  accordance 
with  the  relevant  requirements  of  S  403.40 

(b)  can  be  made  using  a  common  alloca¬ 
tion  b^.  For  example,  if  the  personnel 
department  of  a  home  office  provides 
personnel  services  for  some  or  all  of  the 
segments  (a  centralized  service  function) 
and  also  establishes  personnel  policies  for 
the  same  segments  (a  staff  management 
function),  the  expenses  of  both  func¬ 
tions  could  be  allocated  over  the  same 
base,  such  as  the  number  of  personnel, 
and  the  separate  functions  do  not  have 
to  be  identified. 

(2)  Where  the  expense  of  a  given  fimc- 
tion  is  to  be  allocated  by  means  of  a 
particular  allocation  base,  all  segments 
shall  be  Included  in  the  base  unless:  (1) 
Any  excluded  segment  did  not  receive 
significant  benefits  from,  or  contribute 
significantly  to  the  cause  of  the  expense 
to  be  allocated  and,  (11)  any  included  seg¬ 
ment  did  receive  significant  benefits 
from  or  contribute  significantly  to  the 
cause  of  the  expense  in  question. 

(b)  (1)  Section  403.60  illustrates  var¬ 
ious  expense  pools  which  may  be  used 
together  with  appropriate  allocation 
bases.  Hie  allocation  of  centralized 
service  functions  shall  be  governed 
by  a  hlermxliy  of  preferable  alloca¬ 
tion  technlciues  which  represent  bene¬ 
ficial  or  casual  relationships.  ’The  pre¬ 
ferred  representation  of  such  rela¬ 
tionships  is  a  measure  of  the  activity 
of  the  organization  performing  the 
function.  Supporting  functions  are 
usually  labor-oriented,  machine-ori¬ 
ented,  or  space-oriented.  Measures  of  the 
activities  of  such  functions  ordinarily 
can  be  expressed  in  terms  of  labor  hours, 
machine  hours,  or  square  footage.  Ac¬ 
cordingly,  costs  of  these  fimctions  shall 
be  allocated  by  use  of  a  rate,  such  as  a 
rate  per  labor  hour,  rate  per  machine 
hour  or  cost  per  square  foot,  imless  such 
measures  are  unavailable  or  impractical 


to  ascertain.  In  these  latter  cases  the 
basis  for  allocation  shall  be  a  measure¬ 
ment  of  the  output  of  the  supporting 
function.  Output  is  measured  in  terms  of 
units  of  end  product  produced  by  the 
supporting  function,  as  for  example, 
number  of  printed  pages  for  a  print  shop, 
number  of  purchase  orders  processed  by 
a  purchasing  department,  number  of 
hires  by  an  employment  office. 

(2)  Where  neither  activity  nor  output 
of  the  supporting  function  can  be  prac¬ 
tically  measured,  a  surrogate  for  the 
beneficial,  or  causal  relationship  must  be 
selected.  Surrogates  used  to  represent 
the  relationship  are  generally  measures 
of  the  activity  of  the  segments  receiving 
the  service;  for  example,  for  personnel 
services  reasonable  surrogates  would  be 
niunber  of  personnel,  labor  hours,  or 
labor  dollars  of  the  segments  receiving 
the  service.  Any  surrogate  used  should 
be  a  reasonable  measure  of  the  services 
received  and.  logically,  should  vary  in 
proportion  to  the  services  received. 

(c)  (1)  Where  residual  expenses  are 
required  to  be  allocated  pursuant  to 
§  403.40(c)  (2),  the  three  factor  formula 
described  below  must  be  used.  This  for¬ 
mula  is  considered  to  result  in  appropri¬ 
ate  allocations  of  the  residual  expenses 
of  home  offices.  It  takes  into  account 
three  broad  areas  of  management  con¬ 
cern:  ’The  employees  of  the  organization, 
the  business  volume,  and  the  capital 
invested  in  the  organization.  The  per¬ 
centage  of  the  residual  expenses  to  be 
allocated  to  any  segment  pursuant  to  the 
three  factor  formula  is  the  arithmetical 
average  of  the  following  three  percent¬ 
ages  for  the  same  period: 

(1)  The  percentage  of  the  segment’s 
payroll  dollars  to  the  total  payroll  dol¬ 
lars  of  all  segments. 

(ii)  The  percentage  of  the  segment’s 
operating  revenue  to  the  total  operating 
revenue  of  all  segments.  For  this  pur¬ 
pose,  the  operating  revenue  of  any  seg¬ 
ment  shall  Include  amounts  charged  to 
other  segments  and  shall  be  reduced  by 
amounts  charged  by  other  segments  for 
purchases. 

(iil)  The  percentage  of  the  average 
net  book  value  of  the  sum  of  the  seg¬ 
ment’s  tangible  capital  assets  plus  inven¬ 
tories  to  the  total  average  net  book  value 
of  such  assets  of  all  segments.  Property 
held  primarily  for  leasing  to  others  shall 
be  excluded  from  the  computation.  ’The 
average  net  book  value  shall  be  the  aver¬ 
age  of  the  net  book  value  at  the  begin¬ 
ning  of  the  organization’s  fiscal  year  and 
the  net  book  value  at  the  end  of  the  year. 

(2)  The  first  time  a  change  is  made 
from  a  technique  previously  followed  to 
the  techniques  specified  in  S  403.50(c) 
(1),  such  change  shall  be  deemed  to  be 
within  the  scope  of  paragraph  (a)  (3)  of 
the  clause  appearing  at  S  331.5  of  the 
Board’s  regulation  entitling  a  ccxxtrac- 
tor  to  an  equitable  adjustment  under 
paragraph  (a)(4)(A)  of  the  contract 
clause. 

(d)  The  following  subparagraphs  pro¬ 
vide  guidance  for  Implementing  the  re¬ 
quirements  of  §  403.40(c)  (3). 
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